


General Business Conditions 


HE new year is off to a good start, 

with business in some quarters show- 

ing more strength than even the opti- 

mists had expected. The most striking 

report made during January comes 
from the Department of Commerce, which esti- 
mates that December retail sales totaled $18 
' billion, more than a billion dollars greater than 
any previous month on record. Post-Christmas 
volume also has been exceptionally good. In 
the first three weeks of January department store 
sales averaged 10 per cent above a year ago, and 
reports from other retailers including automobile 
dealers leave little doubt that total consumer 
purchases during the month have broken all 
January records. 





Passenger automobile sales, estimated at 570,- 
000 cars in December, have contributed heavily 
to the good showing. Seldom if ever have new 
automobile models been met with such a rush 
of buying. The big business is attributable not 
_ only to new designs and improvements, and to 
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high consumer buying power, but to an unpre- 
cedented sales effort, including widespread price 
discounts given by dealers to keep abreast of 
competition and stimulate volume. 

Optimistic forecasts for 1955 were the rule at 
the year-end, and the forecasters placed their 
chief reliance upon expanding consumer demand 
rather than upon business spending. As far as 
they go, the figures of recent weeks suggest that 
this reliance is not misplaced. In the end the 
controlling influences upon consumer purchases 
will be found in the figures of employment, 
hours worked, and consumer income; and indi- 
cations are that jobs and wage payments will 
continue to increase in the next few months, 
except where the seasonally low level of outdoor 
work is a factor. The Federal Reserve Board's 
seasonally adjusted index of industrial produc 
tion advanced to 130 in December (1947-49 = 
100). At that point it had recovered half of the 
loss from the 1953 peak of 137 to the 1954 low 
of 123. Probably it rose a little further in Jan- 
uary. In the months just ahead, seasonal im- 
provement in industrial output is expected. 


Steel and Autos Lead Upswing 


The steel and automobile industries have been 
consistently accounting for the lion’s share of 
production gains. In mid-January steel ingot 
output was exceeding 2 million tons a week, and 
automobile assembly lines were turning out a 
near record of 163,000 passenger cars a week. 
By all signs these industries will be running 
strongly during the next three months at least. 
The purchasing power created, directly and in- 
directly, by their demands for labor, materials, 
and services will flow around the circle. 

In other lines the improvement already real- 
ized is being held or moderately extended. Con- 
struction activity is giving greater support to 
general business than ever before. The textiles 
and many of the other non-durable goods in- 
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dustries, which had a good upturn in the fourth 
quarter of 1954, entered 1955 in a good position. 
Activity in consumers’ durable goods other than 
automobiles, after a marked recovery, seems to 
have stabilized at the higher level. Output of 
producers’ equipment and mili goods has 
been stable since early fall when the decline 
levelled off. Even the machine tool industry, 
which is expected to be one of the laggards in 
1955, reported increased sales in December and 
January. 

Business sentiment clearly is good. Business 
leadership continues to show a willingness to 
back its optimism with programs of capital in- 
vestment, and scattered indications of upward 
revision of earlier plans are observed. To some 
extent rebuilding of inventories seems to have 
begun in November, when seasonally adjusted 
inventory figures showed a moderate rise. This 
ended a continuous decline that had lasted thir- 
teen months and had reduced stocks by $4.4 
billion or 5% per cent. Little disposition to an- 
ticipate scarcities or higher prices is seen, but 
as business improves many lines find larger 
stocks necessary, and as delivery dates lengthen 
commitments must be extended. 


How Much More Improvement? 

With reports of this kind, the predictions that 
1955 will be a better year than 1954 now seem 
to have a secure basis, and are accepted almost 
everywhere. In judging how much further the 
rise has to go, two reasons for moderation ap 

ar. One is that the improvement has already 
aa substantial; the 1955 upswing, instead of 
being wholly in the future, has already occurred 
to a considerable extent. The recovery, within 
about four months, of one-half of the ground 
lost during the recession, is an impressive per- 
formance. It has come about wholly through 
private demand since government purchases of 
goods and services, currently at an annual rate 
around $74 billion against the 1953 high point 
of $86.6 billions, were still declining at the year- 
end. 

The second reason for moderation is that the 
recovery has been so heavily influenced by the 
automobile and steel industries, and must be 
expected to slow down unless operations expand 
further in a wider variety of industries. Auto- 
mobile output eventually must slacken. It may 
be curtailed by strikes, if the union demands for 
a guaranteed annual wage are pushed that far; 
otherwise, it will be curtailed by overstocking 
of dealers, since no one expects that a produc- 
tion equivalent to 8,000,000 passenger cars a 
year can be absorbed. Steel operating rates 


will be influenced by automobile requirements. 
These two industries account directly for almost 
10 per cent of the industrial output of the coun- 
try, A summer let-up, exceeding the usual sea- 
sorial dimensions, is a reasonable expectation. 

In construction, builders’ plans promise an 
active spring. In the last five months of 1954 
residential construction contract awards re- 
ported by the F. W. Dodge Corporation ran 
nearly 50 per cent above the corresponding 1953 
figures. In the first 22 days of January the gain 
over a year earlier was 29 per cent. The boom 
in home building and the development of su- 
burban areas carries with it a great increase 
in construction of shopping centers, public utili- 
ties, schools, roads, hospitals and churches, to 
say nothing of household equipment and fur- 
nishings. i 

But in construction, as in other lines men- 
tioned, there is a question as to how much im- 
provement, other than seasonal, can be expected 
on top of the levels already reached. Govern- 
ment agencies estimate total construction ex- 
penditures in 1955 at $39.5 billion, a substantial 
increase over the $37.2 billion recorded in 1954 
which in turn compared with $35.8 billion in 
1953. However, the expected 1955 level was 
almost achieved in December, when on a sea- 
sonally adjusted basis the annual rate reached 
$39.1 billion. Approximately the same relation- 
ships are shown in the figures of housing starts. 
A total of 1,215,000 new homes were started in 
1954, up from 1,104,000 in 1953 and second only 
to the 1950 record. December starts, seasonally 
adjusted, were at the rate of 1,473,000 per year. 
To hold this rate through 1955 would be a 


phenomenal performance. 


Expansion Becomes Cumulative 

Since a broader industrial and trade advance 
will be required to carry the recovery beyond 
the summer, the outlook for the second half- 
year may turn not only on consumer demand, 
but on business spending as well. As order 
volumes increase, a tendency to take off the 
shelf plans which have been held in abeyance 
frequently appears. We have already referred 
io scattered indications of this kind, and to what 
is seemingly the end of inventory liquidation. 
Both of these illustrate the cumulative nature 
of recovery, in which each line of production 
and trade gives support to other lines and the 
whole stimulates an increase in investment and 
building up of stocks that cannot always be fore- 
seen when the recovery starts. Such cumulative 
influences operate to carry on the upward move- 
ment. 
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The degree to which inventory replenishment 
is carried will have a great deal to do with the 
level of business in the coming months. It is 
also the most incalculable influence in the out- 
look. A general spread of forward buying would 
lift the business figures and prolong the rise. 
For the long run, however, it would also present 
hazards. Experience has shown that a rapid and 
general rise in inventories tends to go to excess, 
and usually proves to be an element of insta- 
bility. Fortunately, fear of scarcities is playing 
little if any part in the improvement in buying. 
Copper comes nearer to being a scarce com- 
modity than any other major industrial material, 
but strikes in this country and Chile last year, 
and in Rhodesia currently, are largely respon- 
sible. Given labor peace, and with the expansion 
plans under way, the tightness will ease in due 
course. 

Meanwhile recovery is promoted by success 
in attracting consumer demand, by offering new 
and better things, pricing them competitively, 
and selling them effectively. This is the sound 
way of expanding trade and realizing the econ- 
omy’s potential for growth. It provides a solid 
basis for continuing recovery and real pros- 
perity, in contrast to the weaknesses that must 
eventually appear if the construction boom is 
carried to excess or inventory accumulation is 
over-stimulated. 


Credit Policy Shifts 


The accelerating tendencies of the construc- 
tion boom, the vigorous rise of production and 
trade, mounting optimism of the business com- 
munity, and sporadic evidences of speculative 
enthusiasm, led the Federal Reserve authorities 
during January to moderate their policy of “ac- 
tive ease.” This policy, set in force to prevent 
the 1953-54 recession from spiralling into a real 
depression, has saturated the credit structure 
with loanable funds, put lenders under pressure 
to seek out ways to employ them, and generally 
invited borrowing to spend. It has taken hold. 
The abundance of money is being drawn into 
use. If too much is drawn into use the economy 
will spin off into a round of credit and price 
inflation. 

The increase in stock margin requirements, 
ordered by the Federal Reserve Board on Janu- 
ary 4, while affecting what is today a compara- 
tively minor area of credit usage, served the 
purpose of reminding people that unbridled op- 
timism can be as dangerous as unbridled pes- 
simism. Of broader significance, the authorities 
in following weeks acted to pare down the sur- 





plus loan funds introduced into the banking 
system last year to assist trade revival. Since 
January is a month when idle funds are accumu- 
lating in the banks from the post-Christmas 
return flow of currency from circulation, this 
required the Federal Reserve to undertake ex- 
ceptionally heavy sales of Treasury bills in the 
open market. These sales ran to $929 million 
between January 5 and 19 and to $1,277 million 
for the four weeks ended January 26. Sales of 
bills to mop up the January return flow of cur- 
rency averaged $1 billion in 1952-54. 


As the chart shows, excess reserves of the 
member banks of the Federal Reserve System, 
which were maintained at an average of $770 
million last year, were held below $700 million 
in January, and banks did more borrowing from 
the Federal Reserve than they had since Decem- 
ber 1953. “Free” excess reserves — the difference 
between excess reserves and borrowings — aver- 
aged less than $400 million in January against 
a $630 million average in 1954. 
BILLIONS OF DOLLARS 
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Member Bank Excess Reserves and Borrowings, Short-term 
Money Rates and Bond Yields, 1952 - 55 
(Monthly Plottings of Daily or Weekly Averages) 


As is generally true when banks are borrow- 
ing from the Federal Reserve in considerable 
amounts, the rate paid for overnight loans among 
banks, so-called “Federal funds” transactions, 
rarely dropped much below the 1% per cent 
Federal Reserve discount rate. Yields on 91-day 
Treasury bills, which were below 1 per cent as 








February, 1955 EE 





recently as November, fluctuated in a range of 
1% to 1% per cent. Open market rates on bank- 
ers’ acceptances, commercial paper and finance 
company paper were advanced % or % per cent 
from the extreme low levels previously prevail- 
ing. Treasury bond prices moved lower, in- 
fluenced by rumors that the discount rate might 
be advanced, anticipations that the Treasury 
might make a long-term bond offering, efforts 
by bond dealers to cut back their inventories, 
portfolio adjustments by banks in expectation of 
more active business loan requirements, and the 
swollen demands of the mortgage market. 


U.S. bonds, which for some months had been 
edging down from their July 1954 peaks, de- 
clined % to 3 points further in January, raising 
yields to the buyer % to % per cent above the 
lows of last July. As the table shows, yields on 
state and local government bonds also tended to 
increase. The higher grades of corporate bonds, 
enjoying strong demands from pension funds, 
held comparatively steady. The movement in the 
bond market evidently did not go far enough 
to constrain the remarkable flow of institutional 
funds into mortgage investments. © 


Jane 3@ May 31 July $1 Jan. 31 
1952 1953 1954 1955 
Short-Term Money Rates 





91-day Treas. bills, new iss. 1.68% 2.08% 0.80% 1.85% 
90-day prime bankers’ 
ACCEPTANCE eeenennnnnrneenne 1% 1% 1% 1% 
8-6 mos. sales finance co. 
paper 2% 2% 1% 1% 
Discount rate 
Fed. Res. Bank of N. Y.0 1% 2 1% 1% 
Bond Yields 
U.S. Governments 
8%4s, June 1978-83..____. = 3.28 2.59 2.81 
2%s, Dec. 1967-72... 2.62 8.12 2.44 2.69 
2%4s8, June 1959-62...1.. 2.82 8.17 2.01 2.40 
2%s, June 1958. 2.27 3.03 1.63 2.02 





Corporate and Municipal 
Aaa corporate bonds*. 2.94 8.35 2.88 2.95 
Baa corporate bonds*... 8.50 8.80 8.51 8.46 
High grade municipal 
bondst 2.12 2.77 2.26 2.41 
* Moody’s Investors Service. 
+ Standard and Poor’s Corporation. 


A Two-Way Street 


The discount rate is the real barometer of 
Federal Reserve policy. Maintenance of the pres- 
ent 1% per cent level symbolizes a credit policy 
that is still basically easy. Some excess slack has 
been taken up, the discount rate made effective, 
and borrowers and lenders reminded that credit 
policy is a two-way street. 


The recovery in production and trade from 
the 1954 recession has not yet developed more 
than symptomatic price advances. But what Fed- 
eral Reserve policy seems to be saying is that 
the current upsurge contains the seeds of an- 
other general round of cost, price and credit in- 


16 


flation; that mild treatments, given in a timely 
fashion, may prevent the disease. 


Some people had gained the impression, from 
the extremes to which the easy money policy 
was carried last year, that the authorities, smart- 
ing under criticism for having choked off the 
1953 boom with a “hard money” policy, had lost 
their zeal for protecting the value of the dollar 
and were adopting an indulgent view toward a 
renewal of the inflationary process. The Federal 
Reserve's actions in January cast doubts upon 
this interpretation. 


In Europe, where business is booming, a num- 
ber of nations are acting to combat renewed 
inflation by checking monetary expansion, let- 
ting money rates rise, and shifting public debt 
out of the banks. On January 27 the Bank of 
England raised its discount rate from 3 to 8% 
per cent as a curb on boom psychology. It is 
reassuring to note that public officials here are 
watching the situation very closely. Speakin 
at the mid-winter meeting of the New York State 
Bankers Association on January 24, Allan Sproul, 
President of the Federal Reserve Bank of New 
York, explained current Federal Reserve policy 
in the following terms: 


The economy is now in a strong recovery from the 
recent recession. What the System is doing is treading a 
narrow path between providing enough credit for the 
real n of an expanding economy without providing 
too many reserves which would increase inflationary 
pressures. 


Interviewed by the magazine, U.S. News and 
World Report three weeks ago, Secretary of the 
Treasury George M. Humphrey set the problem 
in clear focus: 


It is very easy to sit back and relax and let things 
happen that can lead to inflation. It is much tougher to 
have the courage to take the steps that are necessary to 
prevent it from developing. Unnecessary Government 
spending, inadequate or improper taxation, or excessive 
credit expansion could again lead to inflationary pressures 
if we are not constantly alert... . 

You might say that two basic things are needed. First 
of all, we have to keep our fiscal operations on a sound 
basis and keep working toward a balanced budget at the 
lowest levels of taxation consistent with our defense needs. 
On top of that, we have to be sure that our monetary and 
debt management policies continue to be directed along 
that narrow road between inflation and deflation. In 
that way we can continue to work for the stability of the 
dollar and provide a sound basis for economic growth. 


The President took the occasion in his annual 
budget message to restate his determination to 
preserve monetary stability: 

This administration has made a stable dollar and 


economy in government operations positive policies from 
the top down. Expenditure reductions, together with a 


judicious tax program, effective monetary policy, and 
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cereful anne of the public debt, will help to 
assure a stable cost-of-living — continuing our achieve- 
ment of the past two years. 


Treasury Refunding 





The Secretary of the Treasury on January 28 
revealed the plans for handling the $15 billion 
of February and March Treasury maturities. 
Holders of $7,007 million 1% per cent certificates 
of indebtedness due February 15 and $5,365 
million 1% per cent notes due March 15 are 
being offered a choice between new 1% per cent 
thirteen-months’ notes due March 15, 1956 and 
new 2 per cent two and one-half year notes due 
August 15, 1957. Holders of the $2,611 million 
2% per cent partially tax exempt bonds called 
for payment March 15 will be offered a choice 
between the new thirteen-months’ notes and 3 
per cent forty-year bonds due February 15, 1995. 
Subscription books will be open for exchange 
subscriptions February 1-3. All the new securi- 
ties will be dated February 15 and the ex- 
changes will be carried out on that date. 

The Treasury program was well received in 
the market. The maturing certificates and notes 
commanded premiums of about yy point on Janu- 
ary $1; the maturing bonds held a premium of 
vs point. The new offerings were priced to 
appeal to a market that had less slack than in 
1954 and that was finding better opportunities 
in other investments and loans. The 1% per 
cent rate placed on the new thirteen-months’ 
notes was % per cent higher than had been 
offered on one-year certificates in May and 
August 1954 though a full 1 per cent below the 
one-year borrowing rate required in May, 
August and September of 1953. The 2 per cent 
rate on the two and one-half year notes com- 
pares with 1% per cent paid on an issue of two- 
year seven-months’ notes last October, 1% per 
cent paid on a four-year nine-months’ issue last 
May, and 2% per cent on a three-year six-months’ 
issue in September of 1953. 


New Forty-Year Bonds 

The offer of forty-year 3s will be a minor 
element in the $15 billion refinancing since it 
will be limited by the $2.6 billion dimensions 
of the maturing 2%s as well as by the strength 
of competing investment opportunities. Never- 
theless, the new bond was of particular interest 
since it represents only the second long-term 
Treasury bond offering since World War II. The 
earlier issue, the $1.6 billion of thirty-year 3%s, 
was put out under adverse market conditions 
in May of 1953. Reacting to diminished credit 
demands, and successive moves of the Federal 


Reserve to create a superabundance of credit 
supply, these bonds moved up as high as 112 
last summer to yield a buyer less than 2% per 
cent. At that time the Treasury might have been 
able to tap the long-term market at a 2% per 
cent rate. The opportunity was passed up, quite 
deliberately, in order not to compete with the 
increasing flows of funds into mortgages and 
state and local government bonds which were 
financing enlarged construction activity. The 
decision to go ahead with a long-term offering 
now is evidently predicated on the belief that 
further acceleration of the construction boom is 
not needed to support employment opportunities 
and may, as a matter of fact, threaten to recre- 
ate conditions of labor shortage and the rising 
prices that go with an overtime economy. 

Even with the absence of further long-term 
Treasury offerings, the thirty-year 3%s found a 
natural turning point in the market about six 
months ago. As their price rose pension fund 
buyers shifted their interest to other investments, 
mainly corporate stocks and bonds. Holders of 
U.S. obligations were tempted to take profits and 
shift, for example, into mortgage investments 
and state and local government bonds. Thus by 
December the 3%s had slipped to a 110 level 
and at the close of January were quoted at 
107%, offering a yield of 2.81 per cent to first 
call date in 1978. The new 8s are expected to 
have their main appeal for pension funds, pri- 
vate and public. 


Debt Reconstruction 

The $15 billion refinancing scheduled for Feb- 
ruary 15 closely rivals the massive $18 billion 
refinancing of last February and the $17 billion 
operation of December. During all of 1954 the 
Treasury issued $62.2 billion of marketable 
bonds, notes, certificates and tax anticipation 
series Treasury bills. Of this total, $49.6 billion 
was issued in exchange for maturing or con- 
verted obligations and $12.6 billion to cover debt 
redemptions, to take care of the deficit, and to 
replenish cash balances. In addition, a total of 
$78 billion 91-day Treasury bills were issued 
in the course of rolling over maturities of $1% 
billion each week. 

The Treasury, having passed the 1954 con- 
centration of maturities, is now beginning to 
reap the first fruits of its debt reconstruction 
efforts. No action has been taken up to the 
present to cut back the proportions of the weekly 
Treasury bill maturities, but, omitting these 
and tax anticipation borrowings, the total of 
marketable certificate, note and bond maturities 


_ demanding attention will be $39.6 billion in 
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1955 against $50.5 billion in 1954. After the Feb- 
ruary 15 exchange is completed, the Treasury 
will have only three major blocks of maturities 
to cover with exchange offers during 1955: $3.9 
billion on May 17, $8.5 billion on August 15, 
and $12.2 billion on December 15. 
Reconstructing a $275 billion public debt 
necessarily must be a slow and gradual process. 
The build-up in short-term debt since World 
War II reflects the Treasury policy in the early 
post-war years of issuing only securities of short- 
term or giving privileges of cash redemption at 
the option of the holder. Despite the Treasury’s 
tentative debt lengthening efforts in 1952-53, 
almost 81 per cent of the interest-bearing debt 
on December $1, 1953 was due or redeemable 
at the option of the holder within five years. 
During 1954 the Treasury, as noted, avoided the 
long-term market, but shifted $13 billion of the 
debt out into the five-to-ten year maturity range. 
The proportion of the debt falling due within 
five years was reduced to 76 per cent of the total. 
The abstention of the Treasury from the long- 
term market resulted in the complete disappear- 
ance, by December 31, 1952, of bonds over 20 
years to maturity. The $1.6 billion issue of 30- 
year 8%s, put out in 1953, is all there is at the 


moment of truly long-term funded debt. The 

forty-year 8s will add moderately to this total. 
The forty-year term distinguishes the new 

bonds as the longest the Treasury has offered 


since the fifty-year Panama Canal $s put out in 
1911. Unlike the new 8s, which are fully tax- 
able, the Panama Canal 8s were exempted from 
income tax. 

Basie Principles 

Treasury Secretary Humphrey summed up the 
principles of debt management currently being 
pursued in a statement two months ago to Sena- 
tor Flanders’ subcommittee inquiring into mone- 
tary and debt management policies: 

The principles we have been following in the man- 
agement of the large public debt are not new. They 
are, likewise, principles that have been laid down by 
your predecessor su ttees after extensive study 

careful consideration of the fundamental role they 
can play in effective monetary policy. 

The first ee is that monetary and debt man- 
agement policies should be flexible. To be effective they 
must lean sage inflation as well as deflation. As put 
by the Douglas subcommittee and reaffirmed by the Pat- 
man subcommittee, and I quote once more: “Timely 
flexibility toward easy credit at some times and credit 
restriction at other times is an essential characteristic 
of a mone policy that will promote economic sta- 
bility rather than instability.” 

The second principle is that Treasury debt manage- 
ment operations should be consistent with current mone- 
tary and credit control policies of the Federal Reserve. 


This means close cooperation at all times between the 
Federal Reserve and the Treasury. . . . 


This administration has followed these principles 
because we believe them to be fundamental principles 
of good government. We believe the record of the past 
two years has indicated their effectiveness in giving us 
honest money and laying a firm foundation for the 
sound growth and prosperity of our country. 


Progress Toward a Balanced Budget 


President Eisenhower's budget of the U.S. 
Government for the fiscal year 1956, submitted 
to the Congress last month, indicates a reduction 
in estimated expenditures as compared with the 
current fiscal year ‘55 and an increase in receipts, 
both of which contribute toward a cut in the 
expected deficit. Total spending in the year 
ended June 30, 1956 is put at approximately 
$62.4 billion, down $1.1 billion from the esti- 
mated total of $63.5 billion in the current fiscal 
year. It would be $5 billion below the total 
spent in fiscal 54, and $15 billion below the 
spending for that year proposed by former Presi- 
dert Truman just before leaving office. 


The curtailment of government outlays has 
been accompanied by substantial relief granted 
to taxpayers through lowering of tax rates com- 
bined with comprehensive revision of the in- 
ternal revenue laws. Net receipts in fiscal 56 
are estimated at $60 billion. This is $1 billion 
above the total in the current year, due to an 
expected rise in business turnover and in cor- 
porate and individual incomes. It is, however, 
more than $4 billion lower than actual collec- 
tions in fiscal 54 and $8 billion lower than the 
original budget estimate. 


The indicated fiscal ’56 deficit is $2.4 billion. 
This represents a sharp cut from the estimated 
$4.5 billion deficit this year, and contrasts with 
a deficit originally projected at $9.9 billion for 
fiscal 54. As the President states in his message 
to Congress presenting the latest annual figures, 
“Thus we continue to progress toward a bal- 
anced budget.” 

U.S. Government Budget Summary for Fiscal Years, 

1950-56 
(In Billions of Dollars) 


Appro- Expendi- Net Surpluser Public 
priations tures Receipts Deficit Debt 
$49.3 . $36.5 $3.1 $257.4 
82.9 °. 47.6 . 255.2 
91.4 " 61.4 7 259.1 
80.3 s 64.8 ¥ 266.1 
62.8 A 64.7 —8.1 271.8 





57.8 . 59.0 —4.5 274.8 
58.6 . 60.0 —2.4 276.0 


A summary of the over-all budget trends since 
fiscal ’50, before the war in Korea, is given in 
the accompanying table and chart. These show, 
in addition to expenditures, the annual totals 
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of appropriations or authority to spend. Such 
appropriations for the 1951 and 1952 fiscal years 
far exceeded the needs for current expenditure. 
Thus unused spending authority was built up 
and carried forward. By June 30, 1952 the total 
of current and accumulated appropriations ex- 
ceeded: $91 billion, or $26 billion in excess of 
actual expenditures. Close control of the bud- 
get by Congress was rendered impossible. 
BILLIONS OF DOLLARS 
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U.S. Government Net Receipts, Expenditures, Deficit, and 
Appropriations (New Obligational Authority) by Fiscal Years. 
Figures for 1955 and 1956 Estimated. 


During the past two years the Administration 
and Congress, to regain a better control, have 





slashed appropriations below the reduced levels 
of expenditures. The fiscal 56 budget calls for 
an upturn of $1.3 billion in new appropriations, 
although the total still will be $4 billion below 
scheduled expenditures. 


Broad Policy 
In framing the budget for the fiscal year 1956, 
President Eisenhower stated in his message that 
he had been guided by three broad considera- 
tions of national policy: 


First, we must defend our priceless heritage of po- 
litical liberty and personal freedom against attack from 
without and undermining from within. Our efforts to 
date have helped bring about encouraging results — ces- 
sation of fighting, new and stronger ces, and some 
lessening of tensions. . . . 

Second, the Government must do its part to advance 
human welfare and encourage economic growth with 
constructive actions, but only where our people cannot 
take the necessary actions for themselves. As far as pos- 
sible, these steps should be taken in partnership with 
State and local government and private enterprise. . . . 

Third, we must maintain financial strength. Preserving 
the value of the dollar is a matter of vital concern to 
each of us. nsec Doge Rca vag: gon 
on the widows and orphans, pensioners, working 
people with fixed incomes. Yet inflation acts like a tax 
which hits these groups hardest. 


To the above aitiintbiees the President 
added that this budget had been shaped by “a 
liberal attitude toward the welfare of people and 


a conservative approach to the use of their 
money.” 

In the practical application of these broad 
principles of budget ro the Government now 
faces two major difficulties. First is that of mak- 
ing much further reduction in expenditures from 
now on. Of the $12 billion cut in total spending 
between the peak in fiscal ’53 and the year '56, 
$10 billion came out of the national defense bud- 
get. World tensions forbid radical pruning of 
outlays in this category, which accounts for two- 
thirds of programmed expenditures. Spending 
for other than defense purposes was reduced 
during that period by only $2 billion, half of 
which was in foreign aid outlays. It is becoming 
harder and harder to find ways to pare down the 
non-defense total from its present $22 billion 
level. 

Getting Taxes Down 

The second major budget difficulty arises from 
the need to keep revenues high in order to re- 
duce or eliminate the deficit, yet at the same 
time to make headway toward correcting exces- 
sive tax rates. The trend has been to reco 
tax hardships by special provisions to ease the 
problems of one particular group or another of 
the population. This approach piles complica- 
tion on complication in the filing of returns, 
adding to costs of administration, cluttering up 
the courts with tax cases, and creating a situation 
where even the recognized tax expert must plead 
to ignorance on particular areas of the law. In- 
stead of singling out group after group to a 
point where almost everyone has benefits de- 
signed especially for him, the focus should be 
placed on easing the rates and universalizing 
such reliefs as can be afforded. 

The real trouble is that taxes generally are too 
high and that inequities which may be toler- 
able at reasonable levels of taxation become 
intolerable at such high levels. 

President Eisenhower recommended, in view 
of the $2.4 billion budget deficit for fiscal '56 
expected on the basis of existing tax rates, that 
Congress cancel the decreases in corporate in- 
come tax rates and certain excise taxes that un- 
der present law would otherwise go into effect 
on A Ist. These decreases, which already 
have postponed for one year by act of Con- 
gress last spring, involve a revenue loss esti- 
mated at $2 billion for a full year. The President 
warns that any other course of action would 
result in either (1) inadequate expenditures for 
national security, or (2) inflationary borrowing. 

The President, however, holds out the hope 
for some tax relief in the calendar year 1956. 
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“The present take”, he declares, “of nearly one- 
fourth of our national income is a serious ob- 
stacle to the long-term dynamic growth of the 
economy which is so necessary for the future.” 
Continuing, he states: 

. . . further tax reduction remains a firm goal of this 
administration, and our policy is directed to achieving 
both the savings in expenditures and the economic 
growth that will make such reductions possible. 

To achieve this goal will call for even more 
constant hammering than in the past at non- 
essential expenditures. It will entail not only the 
reduction of waste and inefficiency wherever it 
is discovered in the national defense organiza- 
tion and throughout other departments and 
agencies, but also the elimination of those entire 
functions that the Federal Government does not 
really need to carry on or that private enter- 
prise could do better. All this can be accom- 
plished only by determined action of Congress 
and active support from the electorate. 


400 in the “Industrial Average” 


Action in December of the widely-publicized 
Dow-Jones average of industrial stock prices in 
breaking through its old 1929 high of 381 and 
then going over the 400 mark, followed in quick 
succession by the raising of stock exchange mar- 
gin requirements by the Federal Reserve and 
by the voting of an investigation or “study” of 
the market's behavior by the Senate Banking and 
Currency Committee under Senator Fulbright, 
has resurrected the stock market from the finan- 
cial section and made it front page news. 

The rapid rise in the market over the past 
year, and particularly since Election Day last 






























November, has been a topic of growing interest. 
It has raised a host of questions bearing on se- 
curity values and on the American economy in 
general. People worry that prices may be get- 
ting “too high”. They fear the market may be 
off on another speculative spree, leading to a 
crash. The developments of the past three 
months have sharpened these questions and set 
more people thinking about them. Inevitably, 
the publicity given to the Dow-Jones industrial 
average surpassing its 1929 peak has raised some 
uneasy wondering as to how far conditions to- 
day may be analogous to those twenty-five years 
ago. 

Because the stock market is important not 
only for such indications as it may give of the 
state of business, but also for the influence it 
may have in shaping the trend of business, some 
comment on the market situation appears to be 
in order. 


Two tests of the market commonly used are: 
(1) from the standpoint of comparative prices 
and values, and (2) from the standpoint of credit 
involved. 

The Test of Values 


As to (1), mere comparisons of present stock 
prices, whether with 29 or some other period, 
are not in themselves very meaningful. Nor do 
figures often cited of the growth of national in- 
come, savings, money supply, etc., or dilution 
of the value of the dollar, appear wholly relevant 
in appraising stock quotations. The bare fact 
that the economy has grown bigger, or that the 
dollar has depreciated in terms of many things, 
does not in itself guarantee that stock prices will 
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be higher. What counts, rather, is the amount 
of earning power and asset value behind each 
individual stock, and income return compared 
with alternative investments; also such intangi- 
bles as the degree of investor confidence both 
in the general economic climate and in the pros- 
pects for the particular company. 

With such criteria in mind we present the ac- 
companying chart and table comparing the Dow- 
Jones industrial averages with earnings, book 
values, and dividends per share of the compo- 
nent companies from ’29 to date. 

We use this index because it is the one most 
commonly followed and for which data are most 
readily available. Admittedly, it leaves much to 
be desired as a measure of the general market. 
Composed as it is of 30 leading industrial stocks, 
this index is more representative of a limited 
group of “blue chips” than of the general run of 
shares. Even among these there are wide vari- 
ations. 

Moreover, the index today is not composed 
of precisely the same stocks as in 1929. Some 
issues have beca dropped out along the way 
and others substituted. Obviously, these shifts 
in makeup have impaired the long-range com- 
parability of this index. Probably, however, the 
ratios of prices to earnings, book values, and 
dividends have been less affected than prices 
alone. In any event, since 1939 the list has been 
identical. 

Finally it must be borne in mind that even 
ratios of stock prices to reported earnings and 
book values can never be wholly reliable guides, 
due to accounting regulations and practices — 
particularly in such matters as the rates of de- 
preciation charged against earnings and asset 
valuations. 

What the Ratios Show 

With these words of explanation and caution, 
we turn to the chart and table. Two things stand 
out particularly: 

1. Taking the 25-year period as a whole, 
prices have tended to fluctuate in a broad sort 
of way with earnings, book values, and divi- 


dends. At times prices have tended to run ahead 
of the procession, at other times to lag behind. 

2. While prices have advanced greatly during 
the postwar period, so too have earnings, assets, 
and dividends. Since the 1942 low, when the 
Dow-Jones industrial average stood at approxi- 
mately 93 (as against the recent peak of 409), 
earnings of these companies have trebled from 
around $9 to an estimated $28 (1954) per share, 
book values have more than doubled from 
around $109 to an estimated $235 per share, and 
dividends have almost trebled from $6.40 to 
$17.47 per share. 

Certainly, no one can judge the present mar- 
ket without taking account of this great increase 
in basic values. 

What all this means in terms of ratios of prices 
to earnings, book values, and dividends is indi- 
cated at selected points. It will be seen that at 
the January ‘55 peak of the market the Dow- 
Jones industrials were selling at close to 14% 
times estimated ‘54 earnings, at 1.7 times book 
values, and at an average dividend yield of 4.8 
per cent. 

How substantially investors have altered their 
ideas of stock values over the past year is indi- 
cated by comparison of these ratios with those 
for the stock market low points in 1953 and 1949. 

It will be noted, also, that as a result of this 
new appraisal of values this group of stocks is 
selling at ratios approaching those at the bull 
market high points in 1937 and 1946. They are, 
however, far from those of 29 when the Dow- 
Jones average, as then constituted, registered 
19 times annual earnings, 2.5 times book values, 
and a dividend yield of 3.3 per cent. The latter 
was actually less than the yield on prime cor- 
porate bonds then around 4.8 per cent. 

The Test of Credit 

A test of the market from the standpoint of 
credit involved is indicated by the next chart. 

This shows that stock buying on credit, as 
reported by the New York Stock Exchange, has 
increased steadily since early last year. Thus at 





Dow-Jones Industrial Stock Price Index, Annual Earnings, Year-end Book Value, 
and Dividends per Share at Selected Dates 


Dow-Jones Earnings Price- Book Price- Dividend Annual 

Price per Share Earnings Value at Book Value for Dividend 
Dates Index for Year Ratio Year-End Ratio Year Yield 
1929 Peak (Sept.) cman 881.2 $19.94 19.1 $152.68 2.50 $12.75 3.84 
1987 Peak (Mar.) ———__—.._ 194.4 11.49 16.9 86.38 2.25 8.78 4.52 
1942 Low (Apr.) axe 4097.99 9.22 10.1 109.00 -85 6.40 6.89 
1946 Peak (May) 9... 212.5 18.68 15.6 180.23 1.68 7.50 3.53 
1949 Low (June) ————--_.._ 161.6 23.54 6.9 170.94 95 12.79 7.91 
1953 Low (Sept.) ————..._ 255.5 27.23 9.4 225.00 1.14 16.11 6.31 
1965 Peak (Jan.) ————........_ 408.9 28.00° 14.6 235.00° 1.74 11.47° 4.27 
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the end of December ’54 customers’ “net debit 
balances” (money owed to Stock Exchange firms 
by customers having margin accounts) reached 
a total of $2,429 million, up $733 million, or 43 
per cent, since December ’53. 

BILLIONS OF DOLLARS 
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and Margin Requirements 

At the same time, bank loans to others than 
brokers for purchasing securities other than 
U.S. Governments reached $482 million, up $155 
million, or 47 per cent, since the previous De- 
cember. 

While comparable figures for the latter series 
are not available prior to March ’53, figures for 
the Stock Exchange series show the December 
‘54 debit balances as standing at $1,267 million 
above the level in 1946 when margin require- 
ments were raised by the Reserve Board to 100 
per cent. The latest total is, in fact, the highest 
since publication of the figures was inaugurated 
early in ‘31. 

Again, however, it is necessary to keep things 
in perspective. 

While Stock Exchange loans have gone up, so 
also has the value of listed securities. Granted 
that the latter is partly a reflection of the former, 
it is true also that the increase in credit is partly 
a reflection of the increase in value of listed 
securities, due to additional listings as well as 
higher prices. 

When account is taken of this growth in listed 
values we get quite another picture. Measured 
against the $169 billion of listed shares at the 
end of December '54, the $2,429 million of 
customers’ debit balances on the same date 
amounted to only 1.4 per cent. This was pre- 
cisely the same as a year ago, despite the rise in 
the debit balances in the meantime, and com- 
pares with 1.1 Per cent in June “49, 1.0 per cent 
in May ’46, and 2.5 per cent in March ‘37. 





The debit balance figures do not go back to 
29, but in September of that year total brokers’ 
loans as reported by the Stock Exchange (ordi- 


narily a lesser figure than customers’ debit bal- 
ances by reason of customers’ credit balances) 
amounted to $8.5 billion, or almost 10 per cent 
of the total value of listed issues. This compares 
with $1.9 billion, or 1.1 per cent in December ’54. 


The Tests Summarized 

Taking these two tests together, what the an- 
alysis appears to bring out is broadly the fol- 
lowing: 

1. While current market evaluations, as in- 
dicated by the Dow-Jones industrials, appear 
statistically to be on the optimistic side, when 
measured by past relationships they do not ap- 
pear by — large to have gone to extremes. 

2. While the volume of stock market credit 
has expanded sharply with the rise in prices over 
the past year it is still, over-all, relatively 
moderate. 

8. If concern is warranted it is more over the 
rate at which stock market prices and stock 
market credit have been rising than over the 
actual levels so far attained. 

These conclusions appear to be borne out by 
the moderate character of the Federal Reserve 
action requiring persons borrowing to buy se- 
curities to put up more cash. The fact that the 
margin boost was only 10 points — from 50 to 60 
per cent — has been interpreted more as a warn- 
ing than as a sign by the Reserve Board of 
any serious alarm over the stock market situ- 
ation. While the authorities vouchsafed no 
official statement, it was explained unofficially 
that the move was made now “to prevent ex- 
cessive use of credit in stock buying that might 
endanger the business recovery.” The “Federal” 
is apparently acting on the old adage that “a 
stitch in time saves nine.” 

This is an entirely different story from ‘29 
when the Federal Reserve — lacking then the 
power to change margin requirements — relied 
upon general credit controls, including the lift- 
ing of Reserve Bank discount rates to 6 per cent. 
The slight upward shading in open market in- 
terest rates recently permitted is a far cry from 
the high money rates imposed in the effort to 
curb the speculative excesses of the late ’20s. 


Question of Intangibles 
So far in discussing security values we have 
been dealing mainly with the statistics. Actually, 
of course, there is a great deal more to the prob- 
lem than just statistics. 
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We referred at the outset to such intangibles 
as the degree of investor confidence both in the 
— economic climate and in the prospects 
or the particular company. It is a truism that 
stocks sell not so much on the basis of conditions 
today as on what investors expect them to be 
tomorrow. 

Among the many intangibles entering into 
current security valuations, the most potent un- 
doubtedly has been growing faith not only in 
the present upturn in business but also in the 
long-range growth and prosperity of the coun- 
try. Another intangible has been the feeling on 
the part of more people that the long-run trend 
is towards inflation; hence a tendency to invest 
in common stocks as a possible hedge against a 
shrinking dollar. 

The answer to the question whether or not 
stocks are “too high” must obviously depend 
very greatly upon the validity of such under- 
lying assumptions. Should optimistic appraisals 
of earnings and dividend prospects prove justi- 
fied, stocks which look “high” today may turn 
out to have been'very reasonably priced. On 
the other hand, should the appraisals prove to 
have been too rosy, the market could be in for 
a stumble, as has happened before. 


Villain in the Piece? 


As for the Senatorial study of the market, 
it remains to be seen whether this is to be a 
genuine attempt to understand and to inform 
the public of the forces affecting prices and of 
the market’s place in the economy, or whether 
this is to be just another fishing expedition on 
the assumption that there is somewhere a vil- 
lain in the piece. 

Efforts to make the securities and commodi- 
ties markets whipping boys are an old story. It 
is not to be denied that ai times in the past, un- 
der circumstances far different from those pre- 
vailing today, there have been indications of 
deliberate market manipulations that had little 
relation to real values. But it would be a mis- 
take not to recognize the changed conditions un- 
der which the securities exchanges operate 
today, and unfortunate to drag out the old bogies 
of a “Wall Street” and a mysterious “they” who 
are supposed to put prices up or down at will. 

Actually, Wall Street reflects the actions of 
millions of buyers and sellers, large and small, 
institutional and individual, all over the country 
and abroad. Data on who are doing the trad- 
ing, collected by the Stock Exchange from spot 
checks of actual transactions, are evidence of 
this diversity; and the country-wide trend of 


recent years toward liberalization of fiduciary 
investments is further evidence of a wide accept- 
ance of stocks as investments. According to 
the survey just announced, members of the Ex- 
change and non-member brokers and dealers 
do about 24 per cent of the trading on their own 
account; institutions (banks, insurance com- 
panies, investment trusts, etc.) do about 14 per 
cent; and the general public about 62 per cent. 
People with annual incomes under $10,000 are 
as large a factor in the. trading as those with 
incomes over $25,000. Approximately 69 per 
cent of the non-member trading by individuals 
originates outside New York City. 


There are, however, certain areas in which a 
serious inquiry can prove helpful if the Com- 
mittee is really concerned, as stated, in keeping 
the study objective and constructive. Among 
these may be suggested the following: 


1. More adequate data than are now avail- 
able as to the volume of buying by institutional 
investors — investment trusts, corporate pension 
funds, personal trusts, insurance companies, sav- 
ings banks, etc. — and its possible effect in lock- 
ing up stocks more or less permanently and thus 
diminishing the available supply on the market. 


2. The postwar tendency of corporations to 
finance capital improvements out of earnings 
rather than by public issues, together with the 
favorable tax treatment accorded interest on 


debt, tending to dry up the supply of new stock 


issues. 


8. The capital gains tax which makes in- 
vestors unwilling to sell and take profits. The 
deterrent effect becomes compounded in the 
case of the older investor by the high estate 
taxes which, when the investor dies, take an ad- 
ditional slice out of his assets. 


4, The question as to how far, in view of the 
fluidity of credit wherever created, it is possible 
to trace the real sources of funds used in the 
stock market; also how far it is possible to make 
money tighter for stock market uses while keep- 
ing it easy for everything else. 

In some of these areas, the Congress itself 
has the power to act effectively. One step that 
might do the maximum good with the least loss 
of revenue would be reduction or elimination 
of the tax on capital gains, widely regarded as 
one of the most important single factors con- 
tributing to the thinness of the market. Since 
the Congress is undertaking to investigate rising 
stock prices it would seem incumbent upon it 
to consider carefully its own part in promoting 
such rise. 
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HIGHLIGHTS of 1954 


from the Annual Report of 


The National City Bank of New York 


and 


City Bank Farmers Trust Company 


The end of 1954, the 142nd year since The National City 
Bank of New York was established, found deposits, total 
resources and capital funds of the Bank at new highs. These 


and other highlights of the past year include: 


»Operating earnings, after taxes, totaled $33,- 
766,726 ($3.38 per share on 10,000,000 shares 
outstanding at the year-end). 


>Operating earnings and security profits together 
totaled $41,683,401 ($4.17 per share). 


»>Taxes and assessments paid or reserved totaled 


$38,728,000 ($3.87 per share). 


>Total salaries paid here and abroad came to 
$52,048,000. 


»Dividends paid equaled $2.25 per share. Quar- 


terly payment of 60 cents on November 1 was at — 
an annual rate of $2.40. 


»2,500,000 additional shares of capital stock _ 
were sold (effective October 28) for $131,250,000. 7 


>Capital funds at the year-end totaled $584,700,- 7 
224 ($58.47 per share on 10,000,000 shares) com- | 
pared with $424,755,970 ($56.63 on 7,500,000” 


shares) a year earlier. 


>Total resources of the Bank increased to 
$6,323,000,000 and deposits to $5,639,000,000. ” 


For copy of complete Annual Report, write the Public Relations Department, 
The National City Bank of New York, 55 Wall Street, New York 15, New York. 
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